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“SANFORD JACOBY AND 
CHRISTOPHER ERICKSON 
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Since the publication of his first article іп 1969, Daniel J. В. Mitchell has 
been a prolific researcher whose central concerns have been labor market 
dynamics, the employment relationship, international trade, and the role 
of public policy in securing efficient and equitable market outcomes. It 
is impossible for a contemporary scholar to study these topics without 
considering Mitchell’s work. Its distinctive characteristics include its 
empirical precision, topical breadth, distillation of diverse contempo- 
rary and historical theoretical traditions, focus on subtle implications 
of economic policies, and, always, crystal clear analysis. Mitchell is the 
author or editor of nineteen books and monographs and more than one 
hundred and sixty articles. 

All of us are products of our times, and the same holds true for Dan 
Mitchell. One can trace his distinctive methodological approach to his 
education in the 1960s, a time when institutionalism in labor economics 
was being replaced by more mainstream theoretical concerns and econo- 
metric techniques. Institutionalism was an important part of American 
economics from the early twentieth century through the 1960s; its core 
was labor economics. More than other markets, labor markets were 
the site of numerous anomalies unexplained by classical theory. These 
included the failure of labor markets to clear (unemployment); the 
existence of wage rigidity; the complicated economic and social relation- 
ships between buyers and sellers—that is, employers and workers; and 
the pervasiveness of voluntary organizations, laws, and regulations that 
structured market processes, 

One characteristic of institutionalism was its fact-based empiri- 
cism, rooted in an understanding of how markets operated in the real 
world. Although in the early years of institutionalism critics charged 


-that this approach led to nothing more than atheoretical case studies, 


after the 1930s Hicks, Lewis, Reder, Ulman, and others synthesized the 
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fact-based approach with mainstream neoclassical theory. Their work | 
allowed relevance to co-exist with rigor and permitted labor economists | 
to speak with some authority about policy, This advance was marked | 
by a continuing openness to other disciplines, including history, which 
showed how institutions formed and evolved, and to law, which was, after : 
unions, the most important institutional development to affect labor 
markets in the twentieth century, Finally, because institutionalism had 
developed in part to better understand the growing role of government in | 
the economy—going back to the formation of the American Economic, 
Association in the late nineteenth century—some labor economists were. 
concerned with developing public policies that would overcome market: 
imperfections and promote more equitable outcomes than the market 
produced on its own. | 

Although institutionalism went into a tailspin as economics became’ 
more mathematized, it retained a redoubt in labor economics. Postwar 
labor economists were deeply touched by Keynesianism, which linked’ 
macroeconomic outcomes to market failures, especially in labor markets, 
‘These economists also witnessed the dramatic rise of labor unions in the 
1930s and 1940s, an institution that completely changed wage determi- 
nation, bargaining power, inflationary potential, and public policy. Мапу. 
postwar labor economists were dedicated to the formation of аррго-, 
priate labor and employment policies, distinguishing themselves with: 
their outstanding public service. Dissatisfaction with the conservatism: 
of the American Economic Association, and a desire to better commu- 
nicate with one another, led these economists to found the Industrial. 
Relations Research Association in the late 1940s (today the Labor and 
Employment Research Association). | 

Columbia University, where Dan Mitchell was an undergraduate in 
the early 1960s, was at the center of American institutionalism during: 
the prewar decades, It was the home of macroeconomist Wesley C. 
Mitchell, who founded the National Bureau of Economic Research: 
to promote the statistical study:of business cycles. Mitchell was пос 
averse to the deductivism of neoclassical theory, but he felt that it had: 
to be constantly modified in light of empirical reality, Other Columbia’ 
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institutionalists included J. M. Clark and Arthur Е Burns, who served 
as chairman of the Federal Reserve Bank in the 1970s, labor econo- 
mists such as Paul Brissenden and Leo Wolman, and the economic 


historian Robert Dorfman. Although institutionalism was in sharp 


decline when Dan arrived at Columbia, it remained an element in the 


intellectual zeitgeist. 

Significantly, Dan's first job was a summer internship at the Bureau 
of Labor Statistics (BLS) after his junior year. In the 1960s the BLS's 
work epitomized the institutionalist approach. The agency gathered and 
analyzed data, paid close attention to labor unions and to regulations, 
and, in a Keynesian vein, regularly designed new ways of measuring 
the relationship between labor markets and macroeconomic outcomes 
such as prices and employment. One result of Dan's BLS apprenticeship 
has been his amazing familiarity with the agency’s statistical reports, 
including some of its most esoteric products, He is one of a minority of 
economists who understands precisely how data are gathered and calcu- 
lated, and thus how they can be best interpreted (and misinterpreted). 

Young economists traditionally choose two subfields to master. Some 
separately study their two subfields. Others, like Dan, seek to synthesize 
them, At Columbia, Dan was a research assistant to Peter Kenen, then 
a rising star in international economics and someone squarely in the 
neoclassical mainstream, although even he paid close attention to institu- 
tions and to policy. When Dan arrived at M.LT. for graduate study, һе 
chose as his subfields labor and international. 

In the 1960s М.І.Т8 economics department was а leader in devel- 
oping a more rigorous approach to neoclassical theory and combining it 
with sophisticated econometric analysis of large datasets, this thanks to 
the advent of high-speed computers. The department's most influential 
members were Robert Solow and Paul Samuelson, both of therm fathers 
of a rigorous Keynesian synthesis, yet theorists who well understood 
practical matters, Their ideas consistently linked macroeconomics to 
micro fields such as labor economics. Less senior M.LT. faculty members 
were developing a graduate curriculum that combined neoclassical 


theory, Keynesianism, mathematics, model building, and econometrics. 
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Along with Solow, one of Dan's mentors was Charles Kindleberger, 
a scholar whose work straddled the border between economics and 
history. Kindleberger was a bit removed from the central tendencies 
then shaping the study of economics at МІТ. Like other historians, 
he relied on a literary, narrative style that emphasized contingency and 
what today would be called path dependency, Of necessity, his work was 
comparative: it considered and contrasted the distinctive characteristics 
of national economies. At a theoretical level, he repeatedly made the 
point that one could not understand domestic economic issues without 
close attention to international markets, 

Thus the child, or at least the youth, was father to the man. When 
Mitchell went to UCLA as an assistant professor in 1968, he carried 
with him an intellectual orientation that would shape his research 
over the next forty years. One can see this in his methodological 


approach, his policy interests, and the topics that form the corpus of 
his scholarship. 


aA 


WAGE DETERMINATION 


One of Dan's long-standing interests is wage determination. His first 
published article was an analysis of incomes policy—that is, of wage- 
price controls to sustain growth without inflationary tendencies. The 
paper, and his budding reputation as a sharp young labor economist, led 
to Dans appointment as chief economist for the U.S. Pay Board, a posi- 
tion he held in 1972—73, a time when deficit spending on the Vietnam 
War had touched off a serious inflationary bout in the United States, 
This was the first of many trips to Washington, where Dan later served 
as a consultant on wage issues to the Presidents Council on Wage and 
Price Stability (1976), to the Congressional Budget Office (1978-80, 
1985), to the Federal Reserve Board (1982), and to the Bureau of 
Labor Statistics (1987), During the 1970s Dan also was a research 
associate and, later, a senior fellow at the Brookings Institution, In his 


academic writings and his contributions to public policy, Dan always 
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provided a distinctive emphasis on the range of implications of seem- 
ingly straightforward policies, combining deep theoretical and practical 
perspectives on complex phenomena so as to help build more equitable 
and efficient markets, 

` Dan's stint at the Pay Board resulted in a book, co-authored with 
his Pay Board colleague Arnold Weber: The Pay Board's Progress: Wage 
Controls in Phase П (1978). It analyzed the logic of incomes policies 
and the role of labor markets, especially collective bargaining, in the 
inflationary process. This work was followed by*another important 
book, Unions, Wages, and Inflation (1980), which stands as the defini- 
tive treatment of the topic, It is easy now to forget the centrality of 
unions to pay trends in the economy, but in the 1970s labor stood at 
the center of the labor market. The book showcased Dan's consummate 
knowledge of union wage patterns and policy issues and his talent for 
econometric research, 

During the 1980s the issue of concession bargaining rose to the 
fore as unions steadily lost members and market power, Dan was the 
nation’s top expert оп the subject and one of the first to call attention 
to a historic shift in the norms that had guided union pay determina- 
tion since the Second World War, He continually returned to the topic 
that economists ponder as the core labor-market conundrum: why do 
nominal wages display downward rigidity when labor demand slackens? 
He came at the issue from a vatiety of angles, asking how wage patterns 
spill over from unionized to nonunion labor markets, or from the private 
sector to the public sector; how firms might be encouraged to adopt 
flexible pay practices such as profit sharing; whether Keynesian wage 
theory remains relevant to post-1980 labor markets; and, most recently, 
whether monopsony models help us understand the consequences of 
today’s steady upward trend in the power of employers to unilaterally 
set wages. These topics are only several of Dan's multifaceted scholar- 
ship, He has explored numerous other areas of importance, including 
employee benefits and personnel economics. (The latter formed the basis 
for Dan's foray into textbook authorship, Human Resource Management: 
An Economic Approach.) 
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INTERNATIONAL TRADE AND LABOR 


Another of Dan's early interests was the intersection of trade and 
labor markets, a topic of considerable interest today, but one that was 
not well understood in the 1960s and 1970s, Among his first papers 
were studies of the labor and tariff question (1970) and the occupa- 
tional structure underlying U.S, imports and exports (1970). These were 
followed by papers on the labor content of 0.5, trade and the payment 
of trade adjustment assistance to workers harmed by imports. In 1970 
he published a paper on labor standards, and recently he has returned 
to the topic in studies of labor standards in contemporary international 
trade agreements such as NAFTA. He also has studied from a historical 
perspective the ebb and flow of U.S, policy іп the area of exchange rates, 
from the gold standard to the strategies devised at Bretton Woods to the 
flexibility that defines the current era. The issue remains on the policy 
agenda as the United States confronts relatively strong currencies such as 
the euro, although Dan doubts that the United States would ever give up 
its monetary sovereignty. 

Dan is also a comparativist who appreciates how the idiosyncrasies 
of national institutions constrain the public policies that are appropriate 
to a given society, His first paper in this vein was on labor mobility 
in Britain (1969), and it was followed by studies of incomes policy in 
France, labor markets in Australia (as part of a major Brookings study), 
and other research, He combines his interests in comparative and wage 
studies through his organization and shepherding of an international 
study group on gompensation affiliated with the International Industrial 
Relations Association. 


HISTORY ОЕЛАВОК MARKETS 


3 


Dan's study of the gold standard demonstrates a fact that many may 


not realize: he has long been a keen analyst of the history of economic 
thought and of labor markets, In 1974 he arranged for the reprinting of 
an early study of female-dominated occupations, The Woman Who Той, 
first published іп 1903. In the early 1980s he gathered and analyzed 
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a large collection of union wage contracts that went back to the early 
twentieth century (many rescued by Dan when the Cal Tech industrial 
relations library closed), A few years later he published what has become 
an influential paper interpreting the Wagner Act from an economic 
perspective. Mitchell showed how the legislation was embedded in pre- 
depression and pre-Keynesian underconsumptionist theories, which 
shaped the thinking of Senator Wagner and those around him. 

Dans sensitivity to historical analysis has strengthened in recent years 
(maybe this is the human condition!). In 2000 he published a book 
on employee pensions and old-age insurance, Pensions, Politics, and the 
Elderly: Historic Social Movements and Their Lessons for Our Aging Society. 
During the 1930s and 1940s America, whose population was relatively 
older than it would be after the Second World War, offered inadequate 
support to its retirees, Dans book describes the myriad—and now mostly 
forgotten—popular campaigns that shaped the Social Security Act and 
its revisions: the Townsend movement, the Ham and Eggs movement in 
California (which resulted in the long-forgotten Prop 25 of 1938), and 
Californias flirtation with single-payer health insurance under Governor 
Earl Warren. 

Throughout his career, Dan has emphasized the historically contin- 
gent aspects of economic thought, as in his reappraisals of Keynes, of the 
Ross-Dunlop debates of the late 1940s (concerning the relative balance 
between political and economic objectives of collective bargaining), and, 
most recently, of the relevance of the Freeman-Medoff study of unionism. 
In another recent project, he has pored through the records of the Federal 
Reserve Board and other historical sources to better understand how 
labor's bargaining power (or lack thereof) has shaped the thought and 
action of the nation’s monetary authorities since the 1950s, 


CALIFORNIA LABOR AND POLICY 


Dans historical studies of California’s social policy debates mark a new 
“California” phase in his research, although it is consistent with, and 


grows out of, earlier interests. In the late 1990s he began publishing 
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studies of union organizing and wage determination in southern 
California, One project (carried out with UCLA colleagues) analyzed 
the working conditions of immigrant janitors and the efforts to organize 
them in Los Angeles, On the basis of this project, Dan began writing 
papers that considered whether these efforts constituted the basis for a 
new model of union organizing and political action, Another project— 
on California's fiscal issues—has resulted in a stream of papers on 
Californias persistent budget woes. The project traces the recurrence 
of fiscal flascoes across a series of modern administrations—those of 
Ronald Reagan, Jerry Brown, George Deukmejian, Gray Davis, and 
Arnold Schwarzenegger, 
In 1998 Dan initiated an annual research volume, California Policy 
Options, which he continues to edit. Its early issues were co-published 
by UCLA%s School of Public Affairs and the Anderson School (Dan was 
the founding chairman of UCLAs Department of Public Policy and he 
also ran the UCLA Anderson Forecast). Dan has been the guiding force 
behind the project and contributes his own scholarship to it, including 
studies of California's labor relations, its policies for resolving public- 
sector disputes, and its budgeting process. He also developed a popular 
undergraduate course on policy issues facing California, which he 


co-teaches with former Massachusetts governor and presidential candi- 
date Michael Dukakis, 


KEK 


Тһе combination of expertise in California's public policy and in com- 
pensation issues has contributed to Dan's public service activities, He 
has made yeoman contributions as a member and officer of the UCLA 
and system-wide Faculty Welfare Committee and as an adviser to the 
University of California Retirement System, What is so amazing and 
wonderful about Dan Mitchell is his dedication to others and to the 
sustenance of the academic and professional organizations around him, 
One of his most significant contributions came in the 1980s, when he 
served for a decade as director of the UCLA Institute of Industria] 
Relations (now the Institute for Research on Labor and Employment), 
During those years and since then, Dan has worked tirelessly to build 
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and sustain UCLA as one of the world’s leading universities for the 
study of labor and workplace issues, He and Archie Kleingartner are the 
linchpins of the Human Resources Roundtable, which regularly brings 
together UCLA faculty and human resource executives. As noted, he 
was a founding faculty member and chair of the Department of Public 
Policy, and he has played an active role in shaping the School of Public 
Affairs since its establishment in the mid-1990s, 


Outside the university, Dan has held various offices in the Labor and 
Employment Relations Research Association, organized many of its 
activities, and contributed to its research publications. He is also active 
in the North American Economics and Finance Association and was 
its president in 1999, For ten years he has been co-editor of Industrial 
Relations, a leading journal in the field. He is much sought after by the 
press, and he regularly participates in public forums. 

One could go on and оп, The list of activities does not, however, 
capture the essence of the man. Dan is unfailingly generous and loyal 
to his colleagues, especially to junior faculty. He is widely regarded as 
wise, fair, and selfless. But an angel he is пос, His sense of humor does 
not shy from lampooning the foibles of himself and ‘others, especially 
those with an inflated sense of their self-importance. As his longtime 
colleagues, we have been honored and humbled by Dans contributions 
to our intellectual and professional development, as well as his profound 
personal integrity and sense of citizenship, as he has provided continuing 
leadership in shaping and keeping a keen and unflinching eye on our 
own unwieldy and often absurd academic institutions, 


RAK 


Given Dans extraordinarily large body of scholarship, we can present 
here only a sampling of his writings. These articles are examples of his 
research on labor markets, international economics, economic history, 
and the California economy, We hope that these articles will whet che 
reader's appetite to seek out other articles and books by Dan Mitchell. 
Тһе first four chapters of this volume touch on different aspects of 
wage determination and labor markets, especially as regards the implica- 


tions of a wide range of policy proposals, 
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Chapter 1, “А Simplified Approach to Incomes Policy” (1969), 
illustrates Dan's earliest work on tackling the thorny implications of 
government policy, from both theoretical and policy-prescriptive perspec- 
tives. As he does throughout his later career, Dan provides us with a 
deeply nuanced understanding of a complex economic phenomenon 
by combining several intellectual strains: institutional and neoclassical 
microeconomic approaches, the newly emerging expectations-based 
mactoeconomics, consideration of the role of human agency in driving 
unintended policy outcomes, and a comparative perspective to help 
academics and policymakers understand how the intended policies have 
tended to work in other countries’ institutional contexts, 

Chapter 2, “Shifting Norms in Wage Determination” (1985), is an 
example of one of Dan's most enduring legacies: the development of a 
detailed and complex understanding of the range of implications of the 
late-twentieth- and early-twenty-first-century shift from a heavily union- 
influenced macro labor market to a largely nonunion market. Building 
on his previous work, and presaging what was to come, Dan demon- 
strates the role of this shift in the determination of both micro- and 
mactoeconomic phenomena, such as the relationship between economic 
constraints and wage determination in particular industries and the 
effects of union wage concessions on overall macroeconomic wage setting 
and inflation. Much of his work throughout his career has helped us to 
understand this profound shift away from union influence in the United 
States and, indeed, throughout the world. 

Chapter 3, “The Share Economy and Industrial Relations’ (1987), 
analyzes and elaborates upon a highly influential policy recommendation 
of the 1980s: Martin Weitzman’s “share economy.’ Once again, by consid- 
ering both macroeconomic implications and the influence of industrial 
relations institutions, Dan offers 4 nuanced understanding of a complex 
policy proposal, advancing us beyond Weitzman’ microeconomic and 
largely institution-free analysis. He finds that unions would credibly 
demand more influence over corporate strategic decision making, a 
major shift indeed in the U.S. industrial relations system, While the 
share economy proposal did not ultimately gain much traction, Dan's 
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analysis continued his innovative analysis of labor market and institu- 
tional outcomes of complex policy proposals and provided a template 
for analyzing the implications of the profit- and productivity-sharing 
proposals still to come, 

Chapter 4, “Keynesian, Old Keynesian, and New Keynesian Wage 
Nominalism’ (1993), continues Dan's approach of combining intellectual 
traditions and the history of economic thought to provide a complex 
understanding of the implications of the shift away from unionized 
labor markets. Here he considers the centrality of “wage nominalism” 
for nonclearing labor markets in Keynesian theory and whether it 
might still exert an influence in the emerging nonunion regime. Dan 
invokes the classic findings of Irving Fisher with current developments 
in mactoeconomic theory to compellingly argue that participants in a 
wide range of markets, not just those for labor, ultimately think in terms 
of nominal rather than real dollars. Once again, Dan provides a unique 
and innovative perspective to advance our understanding of important 
economic phenomena. 

Chapter 5,“Dismantling the Cross of Gold: Economic Crises and U.S. 
Monetary Policy” (2000), is a deft blend of economic history and inter- 
national economics. It charts the political movements and economic ideas 
regarding exchange rate policy in the United States during five historical 
episodes: nineteenth-century agitation against the gold standard chat 
culminated in the failed 1896 presidential carnpaign of William Jennings 
Bryan; the Depression-era efforts by Presidents Hoover and Roosevelt 
to square reliance on the gold standard with efforts to stimulate the 
domestic economy; the Bretton Woods agreement of 1944, which linked 
the gold standard to the world’s new hegemonic currency, the dollar; 
abandonment of the gold standard in 1971; and the periodic recurrence 
of magical thinking that a new gold standard would offer a better route 
to sound money than would flexible exchange rates counterbalanced by 
active monetary policies. Те chapter concludes that, even during the 
gold standard era, the United States prioritized the sovereignty of its 
currency over others, a stance that continues to this дау, Anyone who 


thinks that North America might develop a common currency like the 


xviii FOREWORD 


euro must reckon with the countervailing weight of traditional American 
attitudes toward the dollar, 

Chapter 6, “Townsend and Roosevelt: Lessons from the Struggle 
for Elderly Income Support” (2001), considers the rise and fall of the 


Townsend Plan, The plan was a radical scheme developed in the early ` 


1930s to provide generous pensions decoupled from any limitations to the 
nations elderly. The Townsend Plan was entirely pay-as-you-go and offered 
a universal benefit unrelated to work history. For a while it provided a 
popular alternative to other, more mainstream, pension proposals that 
came to be embodied in the Social Security Act of 1935. Even after 1935, 
the Townsend Plan continued to attract support from the elderly because 
it offered hetter benefits on easier terms. Mitchell concludes with a lesson 


for today: when the baby boomers are fully out of the labor market, and if 


Social Security has been scaled back, the boomers might mobilize around 
pension issues, just as their forebears did in the 1930s and 1940s. 

The volume concludes with Chapter 7, “Impeding Earl Warren; 
Californias Health Insurance Plan That Wasn't and What Might Have 
Been” (2002), Here Mitchell again makes the point chat America’s 
system for social insurance was not inevitable, but instead developed at 
critical junctures when contingent political alliances foreclosed alterna- 
tive options, In the story Mitchell relates, the alternative options were 
various proposals to establish single-payer health insurance at the state 
level, as with the 1945 plan developed by Earl Warren. The Warren plan 
would have levied a payroll tax to provide health coverage to California's 
citizens, and Warren pushed hard to secure its passage. But furious oppo- 
sition from physicians and conservatives caused the plan to be defeated 
on three occasions, Had the Warren plan been enacted, and if, as surely 
would have happened, other states had emulated California, it would 
have çut short the emergence of private employer provision of health 
insurance and made the United States similar to most other advanced 
industrial nations. The issue of single-payer insurance is on the agenda 
again, but unlike in Warren's day, any national health insurance plan for 
today’ citizens will have to accommodate the employer-provided system 
that flourished in the wake of the Warren Plan's defeat, 
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CHAPTER 4 


A SIMPLIFIED APPROACH TO 
INCOMES POLICY 


This article is intended to provide a simple framework for examining 
the diverse programs (which have been developed in several industrial- 
ized nations) known as incomes policies. Examples may be found in the 
American wage-price guideposts and the British program of referring key 
wage and price settlements to an official board for review and comment. 
Incomes policy will be defined as any device or devices by which the 
government attempts to prevent the actors in the economic system from 
setting their wages and prices as high as they normally would, given the 
actors utility functions and the values of the variables influencing their 
decisions.’ Unfortunately, the widely used term “incomes policy” tends 
to obscure the fact that such programs are directed much more toward 
controlling costs than toward achieving equitable income distribution.’ 
Consideration of incomes policy is combined occasionally with discus- 
sion of the use of taxes and transfers to redistribute income, perhaps 
to make the program more palatable to trade unions.? However, this 
writer's definition excludes taxes and transfers from the heading of 
incomes policy. 


SOME GENERAL OBSERVATIONS 


In the perfect competition model, a seller cannot charge more than the 
going price and expect any orders, He cannot charge less and expect 
anything but a reduced profit and a demand beyond his capacity to 
produce. In contrast, a modern economy is characterized by many prices 


which may be set at “wrong” levels (nonprofit or utility maximizing 


This essay originally appeared in Industrial and Labor Relations Review 22, no. 4 (1969); 
512-527, © 1969 by Cornell University, АП rights reserved. Used by permission of the 
publisher, 
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2 A SIMPLIFIED APPROACH ТО INCOMES POLICY 


according to the ordinary static model) without severe damage to 
the firm, or in the case of wages, to the union involved,* Where there 
is market power, prices must be set by administrative decision rather 
than by impersonal market processes, The decision makers do not have 
perfect foresight and may make “mistakes” in their pricing. Furthermore, 
the familiar “kinked” demand curve in oligopolistic industries contrib- 
utes to price inflexibility. On the union side, fear of letting standards slip 
contributes to downward wage rigidity, 

Sudden inflationary or deflationary impulses cannot be anticipated in 
such a marketplace, nor once they are felt, can the actors in the system 
anticipate how long they will continue. Given this uncertainty, it is prob- 
able that prices and wages will be set at “wrong” levels from the viewpoint 
of the usual static framework until expectations have adjusted and been 
confirmed. Since there is a lag in adjusting expectations, there is no 
reason to assume that the “correct” levels are reached before the next 
shock occurs. 

For example, suppose that an expansionary aggregate-demand policy 
is carried out in a period of relatively full employment. It is reasonable 
to assume that different prices and wages will Беріп to react at different 
times.” Eventually, once the expectation of continued high demand has 
become ingrained, increases in prices and wages will appear throughout 
the economy. Should the government try to halt inflation, it may find 
that prices continue to rise for some time after deflationary policies have 
been implemented, | 

An asymmetry of response to inflationary and deflationary pressure 
has often been described, Prices and wages are said to be more resistant 
to downward pressure than upward.® In simple equilibrium models this 
deviation from perfect competition is teeded to explain why the “real 
balance effect” does not automatically correct any unemployment and: 
recession,’ It can be argued, however, that under any feasible system of 
competition sticky prices and wages are likely to occur, Thus, programs. 


aimed at lessening monopolistic influences will not necessarily eliminate’ 
the need for incomes policy? 
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THE IMPERFECTIONS OBJECTIVE 


Where there is market power, any instrument which restrains wage and 
price setting is, in effect, canceling that power. Thus, incomes policy can 
be used to alleviate misallocation of labor and other resources which 
stem from the “imperfect” conditions under which wages and prices are 
established. Such misallocation may tend to make difficult the achieve- 
ment of low unemployment with price stability, To clarify this aspect of 
incomes policy, a modified Phillips-type curve with the rate of change of 
prices on the vertical axis and the unemployment rate on the horizontal 
axis is used.” 

In the classical, perfect competition view of this relationship, the 
curve would be a vertical line at zero unemployment. Unemployment 
could occur only if the wage rate were somehow set too high, that is, 
if there were imperfections in the economy. Adding imperfections to 
the classical position provides what may be called the Friedman view of 
unemployment.” Failure to utilize available labor results from a variety 
of imperfections in the labor market. These range from restrictive and 
monopolistic union practices and minimum wage laws to lack of knowl- 
edge of job opportunities. They shift the Phillips-type curve from the 
vertical axis to line FF on Figure 1, but do not change its shape. In the 
long run, says Friedman, aggregate-demand policy (to Friedman this 
means monetary policy) can do nothing to lower the unemployment rate 
below its “natural” level (ON on Figure 1) because the rate stems from 
“real” forces, Since expectations are adjusted with a lag, monetary policy 
can temporarily succeed in lowering the unemployment rate, but money 
is ultimately neutral and the “real” forces come back into play." 

The more common view of the Phillips-type curve has been a down- 
ward-sloping curve such as AA on Figure 1. At a zero rate of price 
increase, the unemployment rate is positive. “Cost-push” inflation can be 
made operationally meaningful by taking it to be related to the distance 
of the curve from the vertical axis. If a shift in the utility functions of 
unions occurs so that they decide to place more weight on increased 


wages and less on possible unemployment consequences, if firms begin 
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Rate, of 
Increase 
of 
Prices 


Unemployment Rate 


Figure 1, Relationship of rate of increase of ptices and unemployment rate. 


to exercise unused market power, the curve will move further from the 
vertical ах1з.!° Curve AA shifts to BB on Figure 1. 

If incomes policy can deal with the imperfections which tend to hold 
the curves of Figure 1 away from the vertical axis, it can contribute to 
lower unemployment at a given rate of price increase? This will be true 
whether the curve is of the commonly assumed variety such as AA or of 
the Friedman type (ЕЕ). Only in the classical case with perfect competi- 
tion and no unemployment is incomes policy superfluous. 

In an open economy in which deflationary policy is being сайбай! out 
for balance-of-payrhents purposes, such a leftward shift of the Phillips- 
type curve will be beneficial. A given amount of deflation becomes less 
painful in terms of unemployment. Slowing the rate of price increase will 
improve the competitive position of the economy in international markets, 
If incomes policy lessens the amount of unemployment this process 
entails, it makes balance-of- -payments adjustment more tolerable. 

There can be a more direct benefit to the balance of payments 
from incomes policy. Suppose that a supplier to an export- or import- 
competing industry (the supplier could be a firm or a union) exploits 
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its monopolistic power by setting a high price. This will make it mote 
difficult for its customers to compete in international markets. Restraint 
of such power by incomes policy improves the cost structure of the 
international trade sector and provides a one-shot benefit to the balance 
of payments,4 А 

Of course, there are many market imperfections with which incomes 
policy cannot deal, Increased information about job opportunities is a 
task for an efficient labor exchange. Lack of mobility, skills, and educa- 
tion on the part of certain sections of the labor force can be combated 
with various manpower programs. On the prices side, some difficulties 
may be alleviated through the use of antitrust policy, However, to the 
extent that incomes policy can be used to check market power, it also has 
a role to play in the imperfections problem, 

An interesting question is how far incomes policy can be pushed in 
checking market power. How far can the curves of Figure 1 be shifted 
to the left? Let us consider a frm with market power and see what 
standard microeconomic analysis indicates will happen if its price 
is pushed down, 

The firm is shown in initial equilibrium on Figure 2. At price Pg and 
quantity Qo profits are maximized, If the incomes policy authority insists 
that price be lowered to P4, output will rise to О 1. Note that this action 
may help to improve the modified Phillips curve of Figure 1. Prices 
were increasing at rate zero both before and after the incomes policy 
authority insisted on a price cut. After the cut, however, output was 
higher, Presumably, the increase in output produced an increase in the 
derived demand for labor and thus a drop in the unemployment rate.!® 

‘The incomes policy can push the firm's price down to the point where 
price = marginal cost (P3). At anything below that point, output will fall 
short of demand, as at Рз where output is Q; but demand is Q4. The 
shortage at Рз means that both buyers and sellers have incentive to evade 
the program. This sort of situation is conducive to black markets and 
‘explosions,’ signs of a breakdown of the incomes policy.’ 

An agency operating a thorough-going incomes program would find 
itself facing the sort of problems confronted by those charged with 
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Price 


0 Qo Qs Qi Q2 Qa Quantity 


Figure 2, Тһе imperfections objective: Pushing down a price. 


regulating public utility rates, A rate must be determined which permits 
a “fair” return to investors, То determine a rate which provides such a 
return, а rate base must be established, and since Нв often sell more 
than one product and can sometimes discriminate between customers, 
the rate structure also must be investigated.” | 

In most cases, however, incomes policies have not been elaborate as 
are public utility regulation programs. Generally, the government tries to 
maintain a climate of resistance to inflationary wage and price increases 
rather than to operate a complete system of price control. Indeed, the 
complexity imposed by detailed price controls is one of the factors that 
has limited incomes policy in many countries to informal methods of 
consultation and persuasion, 
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Incomes policies are often used to restrain wage and price increases 
while the government expands demand. This, of course, was the early 
history of the American wage-price guideposts. Rather than push down 
the firms price, the incomes policy authority is asked to hold the line on 
wages and prices while aggregate-demand policy shifts the demand curve 
to the right. Just as in the earlier case, a point may be reached where 
price equals marginal cost. Beyond it, shortages develop and the incomes 
policy is endangered, 

Figure 3 illustrates such a situation, Assume that the incomes policy 
authority succeeds in preventing the firm's costs from rising and consider 
the impact of an outward shift of 4етала 8 The demand curve DD is 
moved rightward to D’D”, Price is held at Ро by the incomes policy, 
Output rises from Оо to О}. If demand is expanded to Р” О”, а 


0 Qo О. О» Qs Quantity 


Figure 3. The imperfections objective: Increasing demand while restraining a price. 
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a 


shortage develops, The firm will supply only О, but the market demands Presumably, 
О з. Under these circumstances the incomes policy authority must allow the level of d 

a price increase to Р to eliminate the shortage. happens со 
‘The suggestion that there is a limited range in which incomes policy do not react 
can be used to hold back prices and wages is not new, It has been made ` as though тї 
by several authors.” However, it should be noted that the i interpretation demand pol: 

given here of that range renders invalid the criticism that incomes policy Figure + 
necessarily creates “suppressed inflation? Suppressed inflation occurs Figure 4 15; 
only when there is excess demand. Excess demand occurs only’ beyond charges P; 5 
the range in which incomes policy generally ought to be used.” sects its плаг; 
policy cuts 4 
THE EXPECTATIONS OBJECTIVE | а се 
may be usec 

Incomes policy may deal with problems which arise from the formation = margina! 


of expectations concerning inflation. Given that markets are often not 
of the smoothly adjusting textbook type, there will be times when firms 
and unions do not “realize” that changes in economic conditions call for 
different behavior on their part in their own best interest. They base 
judgments on what is appropriate on expectations which can cover fairly 
long horizons. These expectations need not accord with actual future 
events, Instances of price and wage increases in the face of oncoming 
recessions may be examples of this sort of behavior. 

It should be noted that the word “realize” as used in the preceding 
paragraph must be understood in a very broad sense, Price and wage 
setters may very well not use the same sorts of criteria that economists 
consider relevant.2* A British wages council, for example, will be more 
concerned with “fair” wages than with wages that clear the market. = 
Since union officials are often unable to observe the economic results 
of their decisions, their adjustmént to changes in the economic climate 
тау be slow,” On the product market side, firms may decide their 
own best interests will be served by avoiding price wars when market 


conditions deteriorate, 
The purpose of following a deflationary policy is to maS the actors in 


the economic system react by reducing their wage demands and prices. Figure 4. The - 
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Presumably, the makers of aggregate-demand policy intend to hold down 
the level of demand until the balance of payments (or whatever the target 
happens to be) adjusts to the desired level. If the actors of the system 
do not react, incomes policy may be called upon to make them operate 
as though their expectations were the same as those of the арргераге- 
demand policy makers, iý 

Figure 4 illustrates this use of incomes policy. The firm shown on 
Figure 4 is pictured in long-run equilibrium on demand curve DD. It 
charges Po since at output Q its marginal revenue curve (MR) inter- 
sects its marginal cost curve (MC). Suppose now that aggregate demand 
policy cuts demand to D'D’ but the firm feels the drop is transient and 
does not cut its price.” Output falls to О. At this point, incomes policy 
may be used to lower the price from Po to Р, where marginal revenue 


= marginal cost. This raises output to О), апа cuts costs to the firm's 


Price 


0 о 0% Qs Qo Quantity 


Figure 4. The expectations objective. 
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customers.”® Eventually, by putting pressure on the prices of labor and 
other inputs which the firm uses, the incomes policy may succeed in 
lowering the marginal cost curve to MC), This allows a further lowering 
of price (to Р) and expansion of output (to Оз) while still maintaining 
an equality between marginal revenue and marginal cost. 

Note that the position of the firm after the imposition of the incomes 
policy still reflects its full monopolistic power, since profits are maxi- 
mized. The expectations objective of incomes policy is not to counteract 
market power; it is to speed up the reaction time to deflationary policy. 
The expectations goal is to modify the response to decreases in demand; 
the imperfections goal is to modify the conditions of supply, chiefly in 
expansionary periods. 

It should not be thought that the expectations objective is proposed 
here in a revival of the classical remedy for unemployment: cuts in wages 
and prices, In a closed economy, it is difficult to see why the government 
would prefer such a potentially painful method instead of an aggregate 
demand policy. In addition, curing deficient demand through wage and 
price cuts depends ultimately on some sort of real-balance effect, There 
аге many reasons why such an effect might fail to operate in practice.” 

In an open economy with a fixed exchange rate, the absolute level of 
domestic costs affects the balance of payments. To improve the external 
balance, deflationary action may well be necessary. If wages and prices 
refuse to adjust to the resultant drop in demand, the deflationary action 
may fail to bring about a redeployment of resources to the export- and 
import-competing industries. In such a case, deflation improves the 
balance of payments only by depressing activity and incomes and thereby 
import demand, But, the depression of economic activity implies a waste 


of unemployed labor and other resources,” 


э 


THE DECISION LAG OBJECTIVE 
The third basic problem ‘to which incomes policy may be applied is the 


“decision lag” involved in making government policy, This aspect is more 


difficult to handle analytically than the other two applications, but the 
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problem involved is геа]. Decision lag occurs because the authorities have 
difficulty in recognizing the appropriate aggregate-demand policy and/ 
ог difficulty in implementing such a policy. 

It is not easy to judge from information immediately at hand what the 
степа in the economy is at a particular moment. Even when an airtight 
case for a policy can be made, there may be officials and legislators to 
convince, If to this is added the widely held notion that prices are more 
sticky in a downward direction, it becomes apparent that a delay in 
recognizing inflation can be costly, A permanently higher price level may 
establish itself before anyone can do anything about it, 

Incomes policy may be used to give the authorities more time to act. 
However, reliance on incomes policy in the face of unchecked infla tionary 
pressure may push the economy into a state of general excess demand. 
In such circumstances, the incomes policy will be in danger of breaking 
down, Because of this danger, the authorities must act within the short 
breathing spell that incomes policy can provide.?! 

Clearly, incomes policy must be coordinated with aggregate-demand 
policies. It is complementary to them rather than a substitute for them. 


Thus, the decision-lag approach must be used with extreme caution.” 


SOME MISCELLANEOUS USES OF INCOMES .POLICY 


Other purposes besides the imperfections, expectations, and decision- 
lag objectives have been suggested for incomes policy. There is the 
“educational” value of public discussion. Unions might be convinced 
that the distribution of income was faiter if they were involved in such 
a program.”* Government might learn to coordinate its other policies 
(subsidies, tariffs, etc.) more effectively," In a Machiavellian vein, it is 
possible to use an incomes policy as a means of diverting blame from the 
government for inflation by pointing to a lack of cooperation from the 
private sector,’ 

‘These uses raise important and interesting questions which, however, 


are less amenable to economic analysis than the three goals proposed 
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above. It would be better to think of them as possible side effects rather 


than as major reasons for establishing incomes policies. 


PROBLEMS OF OPERATING AN INCOMES POLICY, 


In order to implement an incomes policy, some rules of behavior must 
be specified to guide the conduct of the actors in the economic system. 
These rules have often taken the form of relating increases in earnings to 
increases in aggregate productivity, Price changes are linked to changes in 
industry productivity as compared to the national average. То make these 
rules more acceptable, certain loopholes may be allowed, for example, 
exémptions are sometimes granted to low-paid workers.” 

The intent of these rules is to make the economy act as as though it 
were reasonably competitive.” However, this interpretation should not 
Бе overstressed. The economist’s model of a competitive economy is not 
necessarily characterized by wages rising with productivity, given stable 
prices, The model depends on the form of a ча furiction(s) 
assumed and the type of technical progress,”” 

A pragmatic approach is useful. As a general rule, the distribution of 
income between labor and other factors does not change much over time, 
although there are short-run cyclical variations, Simple arithmetic will 
show that when money earnings per unit of labor time rise at the same 
rate as national product in current prices divided by total labor time, the 
relative share of labor will be unchanged. If money earnings rise with real 
earnings and the distribution of income remains the same, there will be 
a stable price level. 

Tt may be, however, that if money wages did rise with productivity, the 
relative shares would change. In a closed economy with a purely wage- 
push inflation, this complication need not be considered.” In cases where 
an autonomous element of price setting exists, such as a large interna- 
tional trade sector in which prices react to world markets, some type of 


adjustment to the productivity rule may be needed,“ “Administered” 


prices can also be somewhat autonomous and require a clause directing 
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firms to pass on to the consumer deviations in firm productivity growth 
from the national average.” 

A criticism of productivity-based guidelines is sometimes made on the 
ground that there are various measures of productivity.” If the produc- 
tivity rule is based on an assumption of a stable income distribution, this 
criticism is invalid, It is essential that the definition of the productivity 
measure be consistent with the definition of income which is assumed 
to be constantly distributed. If labor income is said to be a constant 
proportion of national income, then the real output measure used in 
constructing the productivity index must be national іпсоте divided 
by some price deflator. It is that deflator which will be stabilized if real 
wages (defined using the deflator) rise with productivity, 

To make this clear, if w = earnings per unit of labor, L = number of 
units of labor, Y = money national income, P = price deflator, and s = 
relative share of labor in national income, then by definition: 

wL = sP(Y/P) 
ог 


wL 
== w = sP [(Y/P)/L}. 


If s is constant, then Р will be constant when productivity (the term in 
brackets) and earnings per unit of labor (w) rise at the same growth rate, 
It is obvious that if inconsistent measures are used-—for example, one 
price index to deflate wages and another to deflate national income— 
there is no reason to assume that if earnings rise with productivity, prices 
will be stable. 

It might be noted the mere observation that earnings are rising faster 
than productivity is not necessarily an indication that some sort of 
cost-push inflation is occurring or that an incomes policy is required. 
Comparisons of unit labor costs are often made between countries, 
presumably on the assumption that such indicators provide information 
on ‘costs’ as opposed to “prices.’ In fact, unit labor costs indexes on an 
aggregate basis are indistinguishable from price indexes.* 

‘The use of a simple productivity-based guideline implies that the 
authorities have set stable prices as their target. In a relatively closed 
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economy a stable price level may be an end in itself, In an open economy 
the authorities are more likely to focus on the balance of payments. If 
world prices are rising, it may be possible to achieve external balance with 
rising prices at home. Presumably, some modification of the produc- 
tivity rule must be made in such circumstances to allow an increasing 
price level.” 

Even in a situation where stable prices are the eventual target, after a 
period of inflation it may be unrealistic to try to achieve them quickly, 
As previously noted, incomes policy can operate only in a narrow range 
and must avoid creating shortages. Prudence may require a positive rate 


of increase of prices as a target, 


EFFECT ON WAGE DIFFERENTIALS 


Applying general rules based on aggregate reasoning to micro-level 
actors in the economic system raises questions concerning the effects 
on wage and price differentials.“ Wage differentials are supposed to 
attract and, allocate labor to uses where its marginal product is highest. 
However, some observers have suggested that a forced mobility through 
layoffs and vacancies, rather than a wage-induced mobility, operates in 
the labor market. If this were the case, exemptions from an іпсоглеѕ 
policy in instances of labor shortage would be unnecessary.” Naturally, 
the operators of an incomes policy would prefer to limit the number of 
exemptions from the general rule, since these conceivably could be used 
to evade the program. 

Not all studies have found that wage differentials are insignificant 
in stimulating labor mobility. Even assuming that differentials are not 
especially effective in attracting new labor, loopholes must be provided 
to dissipate pressure on wage rates during a labor shortage as employers 
bid up the price of the available labor force. Attempts to contain wage 
increases during shortages will lead to the rationing of labor, something 
which this article has suggested incomes policy should avoid. Direct 


actions to relieve serious bottlenecks may be the best answer.’ 
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EFFECTS OF WAGE DRIFT 


Because wage séttlements deal with rates rather than earnings, the 
authorities may encounter difficulties in tra nslating guidelines into prac- 
tical rules for wage negotiations, This is due to the tendency of earnings 
го rise faster than wage rates. It is necessary to examine this phenom- 
enon if incomes policy is to be managed successfully, 

Wage drift may be due to many factors. Some of it may be purely 
“statistical.” For example, if there is a trend toward more highly paid 
workers as a percentage of an industry's labor force and this trend is 
ignored in calculating the cost of a wage settlement, then wage drift 
will appear.” The incomes policy authorities must take account of such 
trends in establishing guidelines for wage negotiations and in evaluating 
the effectiveness of their programs.” 

A source of drift particularly important to the operation of incomes 
policy is local bargaining not under the control of the central negotia- 
rors.” This kind of negotiation often takes place when “discontinuities” of 
production arise because of changes in job requirements, introduction of 
new machinery, etc, which require revisions in agreements.” Substantial 
drift of this type implies that cooperation from central bodies will not be 
sufficient to control changes in earnings. Local negotiators in some cases 
may be in a position to exercise any market power their central leaders 
have renounced,” . 

Sometimes drift through local negotiations can be the labor market's 
response to acute labor shortages. However, all wage drift is not of this 
type. If it were, raising the “official” wage rates would narrow the gap 
between actual and negotiated rates without affecting actual wages. Such 
an impact is not always observed," 

It is not unusual for countries to establish incomes policies by 
requesting the voluntary cooperation of firms and unions. This approach, 
unfortunately, tends to reward the uncooperative firm or union at the 
expense of its тоге socially minded competitors.” A lack of cooperation 
does not necessarily involve open defiance. It can occur when the letter, 
but not the spirit, of the program is observed. For example, adjusting the 
timing of wage increases within a given year allows substantial variation 
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in the real increase obtained, although the percentage increase as ordi- 
narily calculated falls within the гшев,% While these types of problem 
touch heavily on the “equity” aspect of incomes policy, they may also 
provide a clue why such programs have broken down in the past, 


SUMMARY 


In a modern economy firms and unions often haye a degree of market 
power, This power gives rise to the “imperfections” objective of incomes 
policy. The incomes policy authorities can counteract market power by 
pushing down on prices and wages or by holding the line while aggregate 
demand is expanded, By counteracting market power, the authorities 
may succeed in shifting the “Phillips curve” to the left. Such a shift 
makes deflationary aggregate-demand policy less painful. However, the 
authorities generally should avoid creating shortages, since these provide 
incentives for both buyers and sellers to evade the incomes policy and 
thus threaten the program with collapse. 

‘The “expectations” objective of incomes policy seeks to speed up the 
reaction time of firms and unions to deflationary measures. Under this 
approach, the authorities attempt to make the actors in the economic 
system behave as if their expectations regarding the permanence of the 
policy-induced fall in demand were the same as those of the authorities. 
However, the incomes policy does not seek to counteract market power, 

A third objective of incomes policy, the “decision-lag” goal, seeks to 
hold the line on prices and wages for brief periods of time. This gives 
the authorities a breathing spell to analyze trends in the economy and 
implement new aggregate-demand measures, Since using incomes policy 
in this manner is apt to create shortages, the decision-lag approach must 
be used sparingly, 

To implement an incomes policy, rules of behavior for the actors in 
the system must be established, Often these rules call for the relating of 
increases in earnings to increases in aggregate productivity, Price changes 


are linked to changes in industry productivity compared with the national 
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he 


verage. Consistent measures of productivity, earnings, prices, output, 
and labor input are required to give meanin g to the productivity rule. 
Modifications in productivity guidelines will be needed if the target 
rate of price increase is not zero, Exceptions may be necessary іп cases 
ef acute labor shortage, Allowances for some types of wage drift must 
be made, since negotiations generally concern rates rather than earn- 
ings. Where local negotiators are not subject to the control of the central 


Dargainers, operating an incomes policy will be difficult. 


NOTES 


incomes policies may be viewed as having three principal objectives. The “imperfections” 
у 5 ) р 


ective of wage-price controls is to counteract the market power possessed by business 


tems and trade unions. To the extent public authorities are successful in pushing down 
om wages and prices, they may reduce the unemployment associated with their aggregate 
demand policy, The “expectations” objective of incomes policies aims to speed up the reac- 
поп time of firms and unions to deflationary measures by altering their expectations to 
fall in line with those of the authorities, The third objective, the “decision-lag” goal, seeks 
то hold the line on prices and wages for brief periods of time, in order to provide the 
zuchorities opportunity to analyze trends in the economy and to implement new aggregate- 
demand measures, 

This article seeks to provide an economic framework for analysis of incomes policies in 
zerms of these goals and also discusses certain problems involved in use of productivity as 
a guide for incomes policy. 

Daniel J. В. Mitchell is assistant professor, Graduate School of Business Administration, 
University of California, Los Angeles. He thanks Charles Р, Kindleberger, Charles А. Myers, 
and Robert M, Solow for their helpful comments on an earlier version and Frederic Meyers 
for suggestions on the present version of this article. —Editor 

1. Various definitions of incomes policy are discussed in Alberto Campolongo, Incomes 
Policy (Mediobanca, 1966), 15-17. Campolongo insists that there must be a government 
agency to enforce the program if it is to be a true incomes policy, This definition excludes 
the American wage-price guideposts, 


2. Union officials often discuss incomes policy in terms of its supposed effect on 


income distribution. See for example L, Murray, “Non-Wage Incomes—British Experience 
and Policy Problems,’ іп OECD, Non-Wage Incomes and Prices Policy, Supplement to the 
Report (Paris, 1965), 109, Economists tend to favor direct fiscal measures to alter incomes. 


3. Те French discussion has been of this type. See J. Е. S, Haywood, “Interest Groups 
and Incomes Policy in France,’ British Journal of Industrial Relations, vol. 4, no. 2 (July 1966); 


>”; 


—— 
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165-200; Jan Dessau, “Recent Discussions on Incomes Policy in France,’ British Journal of 
Industrial Relations, vol, 2, по, 3 (November 1964); 356--359, 

4. Profit maximization by firms is not essential to the framework proposed here; only 
important sectors characterized by market power on the part of firms. Models of union 
objectives have always been more complicated than those of frm objectives. Allan Carter, 
Theory of Wages and Employment (Homewood, Ш.; Richard Р, Irwin, 1959), chapters 7, 
8, suggests that unions have utility functions with employment and wage rates as argu- 
ments, It has been suggested that the number of union members is also important, See 
John Т, Dunlop, Wage Determination under Trade Unions (New York: Augustus М. Kelley, 
1950), 32—44. As in the case of firms, only the existence of market power is necessary to 
this article, 

5. The commonly expressed view that inflation hurts labor is another way of saying 
that wages react more slowly than prices to expansionary pressure, 

6, A ratchet-effect theory of prices is sketched in Charles Shultze, “Recent Inflation in 
the United States,” in Richard Perlman, егі, Inflation, Demand-Pull or Cost-Push? (Boston: 
D, С. Heath & Co., 1965), 37. A well-known commentary on the difficulty of securing 
money wage cuts appears in John Maynard Keynes, The General Theory of Employment, 
Interest, and Money (New York: Harcourt, Brace & World, 1936), 267—268, 

7, See Don Patinkin, Money, Interest, and Prices (New York: Harper & Row, 1965), 
chapters 13, 14, It is possible, however, to call on breakdowns of the market-clearing 
mechanism in explanation of the failure to return to full employment. See Robert Clower, 
“The Keynesian Counterrevolution: A Theoretical Appraisal,’ in Е Н, Hahn and E P К. 
Brechling, eds, The Theory of Interest Rates (London: MacMillan & Co., 1965), 103-125, 

8. For example, Phillips claimed his evidence indicated that the relationship between 
wage changes and unemployment in Britain has not altered much from that which 
prevailed before unions became a major force. See А. W, Phillips, "The Relation Between 
Unemployment and the Rate of Change of Money Wage Rates in the United Kingdom, 
1861-1957," Economica, n.s., vol. 25 (November 1958); 283-299, 

9. A similar exposition can be found in Frank Brechling, “The Trade-Off Between 
Inflation and Unemployment,’ Department of Economics, Northwestern University, n.d, 
(processed), 3—8. 

10. See Milton Friedman, “Comments,” in George Р. Shultz and Robert Z, Aliber, eds,, 
Guidelines, Informal Controls, and the Market Place (Chicago; University of Chicago Press, 
1966), 59—60; and Milton Friedman, “The Role of Monetary Policy,’ American Economic 
Review, vol. 58, no, 1 (March 1968): 7-11. 

11, Friedman's argument is based on the assumption that an expansionary monetary 
policy cannot make permanent changes in the “real” environment, If long-run changes are 
made, if unions’ objective functions begin to reflect the preferences of newly hired marginal 
workers, if employers discover that women and Negroes can handle jobs from which 


they had been previously barred, then a permanent lowering of the unemployment tate is 
possible, 
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| 

12, This interpretation of cost-push inflation can Бе found in P. A. Samuelson and | 
R. М. Solow, ‘Analytical Aspects of Anti-Inflation Policy’ American Economic Review, vol. = 
50, no. 2 (May 1960): 189; and Charles Kindleberger, Europes Post-war Growth: The Role of 
the Labor Supply (Cambridge, Mass.: Harvard University Press, 1967), 217. | 

13. Some imperfections can lower the unemployment rate. For example, union make- | 
work practices in areas where there is substantial unemployment may shift, the Phillips | 
cutve to the left, On the other hand, artificial restrictions on entry to a trade interfere with | 
the workings of the labor market and can increase the unemployment rate. | 

14, Export industries in some cases may face inelastic world demand curves. Restraining | 
prices through an incomes policy would then cause a decrease in export revenue. | 

15. This assumes that there was unemployed labor available for hire and that it had the | 
skills needed Бу the firm ot, at least, could be trained at low cost. 

16. "Тһе most dramatic “explosion” of an incomes policy occurred in the Netherlands. | 
For an account of this episode, see J. J. Klant, “Holland after the Wage Explosion,’ The ; 
Banker, vol. 65 (January 1965): 26—30, 

17. A discussion of the factors which must be considered in setting public utility rates | 
can be found in Clair Wilcox, Public Policies toward Business, rev, ей, (Homewood, Ill; 
Richard D., Irwin, 1960), Part ГУ. | 

18, This assumption is not critical to the important point concerning the need to avoid| 
creating shortages through over-zealous incomes policy, The reader may redraw the cost; 
curve of Figure 3 to show any assumption about its movement and then proceed. with the 
analysis in the text. | 

19, See Robert М. Solow, “Тһе Case against the Case against the Guideposts,’ ini 
Shultz and Aliber, op. cit, 45, and Gardner Ackley, “The Contribution of Guidelines; іп 
Shultz and Alibert, op. сіс, 70, Both writers propose а band in which incomes policy can Бе 
effective as demand rises. 

20, Such criticism may be found in Milton Friedman, “What Price Guideposts?” in 
Shultz and Aliber, op. cit, 31—36. 

21, See, however, the following discussion of the “decision-lag” approach to incomes 
policy. | 

22, This point is stressed by John Т. Dunlop, “Guideposts, Wages, and Collective 
Bargaining, in Shultz and Aliber, op. сіс, 86. 

23. British wages councils are statutory boards which set minimum wage rates for 
certain industries. They have often rejected governmental views of what was economically 
appropriate. See F J. Bayliss, British Wages Councils (Oxford: Basil Blackwell, 1962), 96-99; 
and Robert Е Banks, “Wages Councils and Incomes Policy,’ British Journal of Industrial 
Relations, vol. 5, no. 3 (November 1967): 338-351. 

24. See Arthur M. Ross, Trade Union Wage Policy (Berkeley: University of California 
Press, 1956), 14. | 

25, Firms sometimes prefer to ration their products during periods of high demand to 
avoid charges of price gouging, For example, the American-owned GM- Holden Company 
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sold cars on a waiting-list basis in Australia when it began operations, See Edith Tilton 
Penrose, “Foreign Investment and the Growth of the Firm,’ Economic Journal, vol. 66 (June 
1956): 221. 

26. For a suggestion that incomes policy can influence expectations, see David С. 
Smith, Incomes Policies, Some Foreign Experiences and Their Relevance for Canada (Ottawa: 
Economic Council of Canada, 1966), 33. 

27, Note 18 applies to Figure 4, too, Any assumption can be made about the move- 
ment of the cost curve, We choose to hold it unchanged for illustrative purposes at first. 

28. If the firm is in an export- or import-competing industry (or if its customets are), 
an incomes policy which makes its price more responsive to demand decreases can be 
expected to improve the national competitive position and help the balance of payments, 
Large, oligopolistic industries, whose behavior can affect the balance of payments, may resist 
price cuts in the face of declining demand. For a case study of such behavior, see D, Swann 
and D. L. McLachlin, “Steel Pricing in a Recession: An Analysis of the United Kingdom 
and Е.С.5.С. Expetience,’ Scottish Journal of Political Economy, vol. 12 (February 1965): 
81-104. 

29, One reason is that a continual price decline may lead to expectations of still 
further declines and thereby result in speculative delays of purchases. For a discussion of 
the assumptions needed for the real balance effect to operate, see Thomas Mayer, “The 
Empirical Significance of the Real Balance Effect,’ Quarterly Journal of Economics, vol. 78 
(May 1959): 275-291. 

30, Some authors have found unfortunate side effects of deflation, apart from unem- 
ployment. It has been claimed that traditional credit squeezing hits young, innovative 
firms the hardest. То the extent that incomes policy quickens the adjustment process, 
such harmful effects will be minimized. On this point see H. A, Turner and H, Zoeteweij, 
Prices, Wages, and Incomes Policies in Industrialized Market Economies (Geneva; International 
Labour Organisation, 1966), 52. 

31. See Melvin Rothbaum,” Wage-Price Policy and Alternatives,’ in Lloyd Ulman, ed., 
Challenges to Collective Bargaining (Englewood Cliffs, N.J.: Prentice Hall, 1967), 145. 

32. ‘The British wage freeze which began in August 1966 is an example of the decision- 
lag approach, A complete halt of wage increases was imposed. During the freeze traditional 
demand-restricting measures came into effect. The freeze stopped the increases before the 
supporting demand policies would normally have done so. 

33, Dunlop, in Shultz and Aliber, ор. сіє, 85-86. 

34, Smith, ор. cit, 33—35. 

35. Ibid. 

36. Murray Edelman апа R, W. Fleming, The Politics of Wage-Price Decisions (Urbana, 
Ши University of Illinois Press, 1965), 316-319. 

37. An example of this sort of clause appeared in the American guideposts. See 
Economic Report of the President, January 1966 (Washington, 1966), 91. 
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38. Solow, in Shultz and Aliber, op. сіє, 45, states, “The object of the (American) guice- 


5 was and is to hold up to the public—and to those participants in wage and price 
Zeczsions who can exercise some discretion—a summary picture of how wages and prices 
would behave in a fairly smoothly functioning competitive market economy subject neither 
ве major excess demand or major deficiency of demand.” 

39. ‘There are other explanations of wages and the relative shares, apart from the 
sroduction function approach. Тї Һе “Cambridge theory,’ the savings and pricing decisions 
24 capitalists play an important role in income distribution, See Marjorie $, Turner, “Wages 
=: the Cambridge Theory of Distribution,’ Industrial and Labor Relations Review, vol. 19, 
то. 3 (April 1966): 390-401. The use of productivity-based guidelines depends only on the 


zssumption of stable relative shares, not on the explanation of that stability. 


40. In the American context, for example, labor's share is not constant but long-run 


nges have been slow. The wage-price guideposts—which were based on productivity —- 
were flexible enough to permit such changes. See Solow in Shultz and Alibet, op. cit., 
45-49; and Rothbaum іп Ulman, ор. cit, 144-145, 


41. Changes in world prices can affect the distribution of labor and other resources 


>etween the export, import-competing, and domestic sectors—thereby altering income 


distribution. The direction of this alteration depends on a variety of factors. See Daniel 


J.B. Mitchell, “Incomes Policy, Costs, and the Balance of Payments; The Cases of Britain 


and Australia” (Ph.D, dissertation, Department of Economics, Massachusetts Institute of 
Technology, 1968), 423-442, 

42. Models of administered pricing can be found in Abba Р, Lerner, “Inflationary 
Depression and the Regulation of Administered Prices,’ in U.S, Joint Economic Committee, 
The Relationship of Prices to Economic Stability and Growth (Washington: GPO, 1958), 
257-268; and Gardner Ackley, “A Third Approach to the Analysis and Control of Inflaticn,” 
in Perlman, op. сіє, 39-63, А 

A question arises аз to whether firms with above-average productivity growth ought пог 
го be allowed a reward in the form of high profits. This is an extension of the traditional 
practice of awarding patents and the monopolistic power that goes with them as a rewatd 
for innovation, See John Sheahan, The Wage-Price Guideposts (Washington; The Brookings 
Institution, 1967), 150. 

43. A discussion of the problems involved in translating verbal equalities (“productivity 
equals output divided by labor”) into meaningful statistical series appears in Irving H. 
Siegel, “Productivity Measures and Forecasts for Employment and Stabilization Policy,’ 
in Sar A. Levitan and Irving H. Siegel, eds., Dimensions of Manpower Policy: Programs and 
Research (Baltimore: John Hopkins Press, 1966), 271-272. 

44, То make this clear, note that unit labor costs = wage bill/real national product = 
(wL)/ (Y/P) = earnings/productivity = w/[(Y/P)/L] = prices x labor's share of national 
product = P(wL/Y). If labor's share is constant, then the unit labor cost index will be indis- 


tinguishable from the price index Р. ОҒ course, there will be cyclical movements in labor's 
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share so thar wL/Y will not be constant in the short run. This fact only means that P is a 
superior cost index compared with unit labor costs, since it is not prone to cyclical effects, 
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